©cibB 


53945 


VOLUME VIII 
No. 1 


JANUARY 
1947 


THE TAX REVIEW 








Copyright, 1946, by Tax Foundation, New York, N. Y. 








A NEW INCOME YEAR, 
FOR TAXPAYERS sn 


r\ \ te on 
JAN 9 | 


by Harcey L. Lutz ' - 


Professor of Public Finance, Princeton University (ipfecmumer 


A’ essential condition for the proper control of the 
public finances is the integration of the tax year with 
the budget year. That is, tax levies, tax rates, and tax pay- 
ments should be adjusted to the fiscal period in which the 
revenues thereby provided are to be spent. Where there are 
wide differences between the spending year and the tax year, 
the coordination of expenditures with realized receipts is 
much more difficult and unlikely. The problem is encoun- 
tered at every level of government, local, state, and federal. 
In some instances there have been changes, in recent years, 
that have diminished the gap between the tax year and the 
budget year. There is one conspicuous instance, at the 
federal level, in which such a correction should be made. 
The case in point is the use of the calendar year as the 
period for which to report income and determine the total 
tax due on the income received during a twelve-month 
period. Individuals and corporations that regularly use a 
fiscal year for their own purposes are authorized by the tax 
law to report income and settle tax liability on the basis of 
this fiscal year. All other income taxpayers are required to 
make such reports and settlements on the basis of the 
calendar year. 

On the other hand, the federal finances are managed on 
the basis of a fiscal year which opens on July 1 and closes 
on the next June 30. The budget is regularly planned with 
reference to this fiscal year. The estimates of revenue must 
be converted, from the results obtained out of the experi- 
ence of income reported and taxes paid on a calendar year 
basis, into approximations valid for the fiscal year which 
cuts across the middle of the income and tax payment year 
that is used by the large majority of all taxpayers. 

The significance of the lack of synchronization between 
the tax year and the budget year has often been made appar- 
ent in the reports of the Congressional taxing committees. 
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These committees have ordinarily framed their estimates 
of the yield to be expected under recommended tax changes 
in terms of a full year of operation, by which is meant a 
full calendar year after the changes had become effective. 
Seldom, if ever, in the reports on tax measures, has there 
been an attempt to indicate the effect of new legislation 
upon the revenues for the current or a future federal 
fiscal year. 

The situation faced by the Congress that will convene in 
January, 1947, gives particular emphasis to the condition 
under which the income tax has been handled from its 
beginning. The budget for the fiscal year 1947 is out of 
balance, on paper, by $1.9 billion. This deficit is predi- 
cated upon a volume of receipts which, to be realized in 
full, assumes the continuance of the rates of tax that were 
effective when the budget was formulated. It has been 
announced that plans are in the making for a substantial 
reduction of income tax under legislation to be introduced 
and enacted early in the session. Announcement has also 
been made that the reductions to be made will be immedi- 
ately effective, or possibly retroactive to January 1, 1947. 
In the latter event, upwards of one-half of the total tax 
reduction that may be realized for the calendar year 1947 
would occur in the first half of the year. Accepting the 
figures of $3 billion to $3.5 billion as the total reduction 
to be accomplished by the tax changes under discussion 
it follows that $1.5 billion or perhaps more would be lost 
from the budget for the fiscal year 1947. The deficit under 
this budget, by June 30, 1947, would therefore be corre- 
spondingly increased, possibly to $3.5 billion or more. 

The remedy is obvious and simple. In the first place, the 
tax reduction to be made next year should not become 
effective until July 1. In the second place, the occasion is 
most auspicious for a change in the income year and tax 
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year for all who do not now use, or who may hereafter 
elect to use, a fiscal year of their own choosing. The new 
income and tax year should be identical with the federal 
fiscal year, and not, as heretofore, with the calendar year. 

The change would be of no particular consequence for 
recipients of wage, salary, interest, or dividend incomes. 
Reporting income and paying tax for a twelve-month period 
ending on June 30 would be no more inconvenient than 
the present system of reporting and paying for a year 
which ends on December 31. Those engaged in business 
would often be differently situated, but, as already noted, 
taxpayers are now free to use their own fiscal year and 
those who do would not be affected by the proposed 
change. 

The principal complication for those affected by the 
change would be the making of an additional report and 
settlement for the six-month period between January 1 and 
June 30, 1947. This will occur only once, in 1947. There- 
after, all former calendar year taxpayers would report and 
make final settlement of income tax on a yearly basis which 
corresponds with the federal fiscal year. This complication 
should not be too serious. It will be remembered that the 
proposals to shift over from the old system to the current 
payment basis were opposed because of the complexities 
involved. The reporting problem involved in that transition, 
including the comparison of 1942 and 1943 taxes and 
carrying forward one-quarter of the greater amount, were 
vastly more serious than any to be encountered in the 
modest proposal under discussion. 

The advantages from the shift that is here proposed 
would be enormous. In fact, it can be said that such a 
change is extremely important for the successful manage- 
ment of the finances on a sound basis. The country has 
operated for so long on a deficit basis as to have become 
relatively insensitive to the kind of fiscal standards em- 
ployed. It is now emerging into a new era, one in which 
different, and much higher fiscal standards are to be ap- 
plied. In particular, we are to see a sincere and earnest 
effort to keep the budget in balance. Achievement of this 
goal requires close coordination between spending and 
taxing. The change proposed is vital to the kind of co- 
ordination upon which budget balance rests. 

The essence of the matter may be illustrated from the 
situation that will confront the new Congress. In this 
Congress the majority responsibility for legislation has 
shifted from the Democrats to the Republicans. Members 
of the latter party will now be in control of the committees 
which formulate both spending and taxing legislation. They 
will face the responsibility of preparing and submitting to 
the Congress a legislative budget, under the provisions of 
the Congressional Reorganization Act of 1946. This budget 
will be the legislative program for the fiscal year 1948, 
which will open on July 1, 1947. In that budget there 
must be a definite relationship between expenditures and 
taxes. If it should turn out that the federal spending for 


the fiscal year 1948 is to be reduced, then the leeway will 
thereby have been created for a reduction of the taxes to 
be paid under the same budget. 

A similar integration of spending and taxing would 
occur in all future fiscal years. If, at some later time, it 
were found necessary to increase the spending in a given 
budget, then it would also be necessary to increase the 
taxes in order to maintain budgetary balance. Both the tax 
reductions and the tax increases, under the plan proposed 
here, would be directly related to the primary source of 
the change, which would be the total expenditures for a 
given fiscal year. 

The new tax and income year would enable the adminis- 
trative officers and the political leaders to stand before the 
people on a clear-cut basis of logic in the presentation of 
fiscal problems. This logical basis would be the direct and 
inescapable connection between the budget and the taxes. 
When it was possible to reduce the spending and hence 
to cut taxes, the telling of the good news and the reasons 
therefor would be very pleasant. When it was necessary to 
spend more and hence to raise taxes, the people could not 
fail to realize the causes of this increase. 

Moreover, the direct and intimate connection between 
the budget increase and the proposed advance of tax rates 
would ring the alarm for the taxpayers. In an earlier 
Tax Review this writer suggested that the tax rate 
changes would focus popular attention upon the matter of 
balancing the benefits of public services against the burdens 
of taxation, and thus promote that control of the finances 
which is the essence of democracy.! Such control, through 
popular action, is difficult at best; it is far more likely to 
be responsive and effective when there is an open and 
direct relation between the spending and the taxing than 
when the time of payment and the amount paid have an 
obscure connection with the budget, as is now the case. 

In England, the tax year for income tax corresponds 
closely with the fiscal year. The latter opens on April 1. The 
income tax year opens on April 6.2 

The different procedure, followed by Parliament in con- 
sidering and voting the budget, from that used here permits 
consideration and final adoption of the budget during the 
progress of the fiscal year to which it applies. However, any 
increases of income tax, customs, or other taxes which are 
proposed in the budget as submitted to the House of 
Commons become effective as of the new budget year, with- 
out waiting for formal enactment of the Finance Act. If, 
for any reason, the proposed rates are not eventually 
approved, the additional taxes collected are refunded.3 

Granted the advantage and desirability of integrating 
the tax year with the budget year, it would be possible to 


1 ‘*A Cash Basis for Uncle Sam.’’ The Tax Review, September, 1946. 

2 The Finance Act provides: ‘‘Every assessment and charge to income 
tax shall be made for a year commencing on the 6th day of April and 
ending on the following Sth day of April, except where under the 
provisions of this act weekly wage earners are to be assessed and charged 
half-yearly (Sec. 2, 1918 act, as amended).’’ Quoted by Magill, 
Parker, and King, A Summary of the British Tax System, 1935, B.. Sas 

3.W. B. Munro, The Governments of Europe, 1938, p. 253, footnote. 
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effect this result by changing the budget or fiscal year 
rather than the tax year. New York State recently made 
such a change, in a shift of the fiscal year from July 1 to 
April 1 as the opening date. One reason for this change 
was the fact that the dates for payment of some important 
taxes were such as to bring in the receipts near the end 
of a fiscal year which ended on June 30. Instead of chang- 
ing the dates for the tax payments, the fiscal year was 
shifted, and these receipts, payable in May and June, now 
are received in the early part of the fiscal year rather than 
near its end. 

Local governments have often experienced inconvenience 
and budgetary difficulty from the wide gap between the 
budget year and the property tax year. In some instances, 
the dates for tax payment have been such that the bulk of 
the receipts from a given year’s tax levy was not payable 
until near the close of the budget year for which they were 
levied. This system necessarily led to extensive borrowing 
in anticipation of tax receipts, a system which is likely to 
impede good budget procedure, and which may compel 
occasional funding of short-term debt into permanent 
form when actual tax collections fall short of the amounts 
anticipated and borrowed against. 

It would obviously be far more simple to change the 
income year for federal income taxpayers than to change 
the federal fiscal year. The budget year or fiscal year must 
be a period which is fixed in proper relation to the time 
at which the legislature considers and adopts the budget 
for that year. The present arrangement in that respect for 
the federal government is as good as could be devised. By 
constitutional provision the Congress assembles for the 
Opening of its session in January of each year. Its action 
on the appropriation bills must be completed by the open- 
ing of the fiscal year on July 1. Otherwise the departments 
which have not been provided for would lack authority 
to spend any money at all. Heretofore, there has not been 
any particular obligation to enact changes in tax laws in 
time to make the new provisions effective as of the begin- 
ning of a new fiscal year. In fact, tax changes have been 
made as of all sorts of dates, and, prior to the introduction 
of current tax payment, rate increases were sometimes ap- 
plied retroactively to the preceding January 1, despite the 
fact that the changes of rates and other provisions were 
not made until September or October.4 Under withholding 
and current tax payment, an extensive degree of retroac- 
tivity is less likely. In fact, the practice is not capable of 
equitable application, particularly when the change involves 
an increase of tax rates. 

Under the plan proposed here, there would be greater 
pressure upon the Congress to enact the tax changes, as 
well as the spending program, that were to be in force 
during the ensuing budget year. As already emphasized, 


* E.g., The Revenue Act of 1941, approved on September 20, 1941, and 
The Revenue Act of 1942, approved on October 21, 1942. Under both 
acts individual income tax rates were increased retroactively to the pre- 
ceding January 1. 


the justification of the tax legislation is to be found in the 5 'f 


spending that is to occur. Having determined upon the 
total volume of spending, suitable legislation is therefore 
in order for the determination of the tax load which this 
volume of spending will entail. There can be no other 
reason or justification for the levy of taxes than the spend- 
ing that is contemplated. 

The operation of the new income tax reporting and pay- 
ment schedule, in a tax year beginning on July 1, would 
be no different from the present system except for a change 
of dates. Employers would begin to deduct the tax at the 
new rates with respect to wage and salary payments made 
after July 1, instead of after January 1, as at present. After 
the additional report and settlement for the six-month 
period January 1 to June 30, 1947, had been made, those 
who now report on a calendar year basis would begin to 
report and pay on the new fiscal year basis. The declaration 
of estimated income and tax for this new income year 
would be made on September 15 instead of on March 15, 
as at present. The quarterly payment dates would remain 
the same as they are now. The date for the final revision 
of declaration and payment of the final installment would 
be July 15 under the new schedule. It is true that this would 
throw a final installment of tax into the receipts of the 
following fiscal year, and if this were a sufficiently serious 
matter the date for that revision and payment could be 
moved back to June 15. One persuasive reason for extend- 
ing the final payment date, under the present schedule, 
from December 15 to January 15 was the fact that many 
taxpayers were inconvenienced by the obligation to pay an 
installment of tax while being subjected, in the same 
month, to the additional burden of Christmas spending. A 
final declaration and payment date on June 15 would es- 
cape this difficulty. In any case, after the first full year of 
operation, there would always be one quarterly payment 
falling so close to the end of the fiscal year, or even into 
the first part of the next year, as to produce a certain 
equalization of receipts. 

One practical objection of an essentially political nature 
is that there have been more or less definite commitments 
made regarding tax reduction, and the postponement of 
delivery under these commitments until July 1 would be 
a breach of faith with the taxpayers. It is not for a layman 
to decide as to the nature or the relative importance of this 
particular commitment by comparison with various other 
commitments that have been made. It is necessary, how- 
ever, that these other obligations be kept in mind, as they 
doubtless were during the recent campaign. 

In the first place, we have been committed to a budget 
of expenditure for the fiscal year 1947 which is now ex- 
pected to total at least $41.5 billion. Members of both 
political parties voted for the measures which, in the aggre- 
gate, will account for this volume of expenditure. 

In the second place, we have been committed to the 
payment of taxes for the remainder of the fiscal year 1947 
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at rates which are expected to provide, along with other 
receipts, a total of federal net receipts amounting to some 
$39.6 billion. Likewise, members of both parties voted for 
the tax programs now in effect. In a fundamental sense, 
therefore, both parties are committed to the fiscal program 
for the remainder of the fiscal year 1947, under which a 
deficit of $1.9 billion is now anticipated. 

In point of time, the budget commitments as set out 
above antedate, and in a fundamental sense, take priority 
over, any that were necessarily conditioned upon the out- 
come of an election which was not held until early Novem- 
ber. It would be quite unrealistic on the part of the electo- 
rate to assume that any sort of commitment for tax reduction 
could or should become operative except in connection 
with a budget which those who made the tax reduction 
pledges would be responsible for making. Such a budget 
cannot become effective until the opening of the fiscal 
year 1948, that is, on July 1, 1947. 

We have here an exceptional opportunity for the intro- 
duction of a significant improvement in our national fiscal 
procedure. A political change has brought to the fore the 
party that has been, for a long time, in the minority. Upon 
the Congressional leaders of this party will fall the re- 
sponsibility of determining the amounts that are to be 
spent and raised by taxation under the next budget. The 


individual income tax is always likely to be one of the 
major sources, and in ordinary years, the principal source, 
of the federal revenues. 

It should be noted that if tax changes are required for 
a particular fiscal year, they would apply to excises and 
other federal taxes as well as to the individual income tax. 
In view of its major importance, both as a revenue pro- 
ducer and as a tax which affects a large proportion of 
income recipients, the individual income tax is likely, 
under this plan, to become the principal equalizing or 
adjusting factor in the federal fiscal system. A change 
whereby the tax burden on individual incomes is placed 
in exact juxtaposition with the budget need will promote 
balancing and also popular control of the finances. 

The rise and fall of the federal expenditures will be the 
chief determinant in the rise or decline of the rates of indi- 
vidual income tax. The shift proposed here, from the 
calendar year to the fiscal year as the basis of reporting 
income and paying tax, for the great majority of the 
individual income taxpayers, will tie the two facts of 
spending and taxing together. They should be tied together 
so that everyone who pays income tax can see the direct 
connection between the amount of the spending and the 
amount of his tax. As they say in sporting circles, ‘‘It is 
a natural.” 
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